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ECONOMIC SHOCKS AND POPULISM*

Fausto Panunzi, Nicola Pavoni and Guido Tabellini

We study how voters’ preferences between a safe incumbent and a risky opponent change in the aftermath of
anegative aggregate shock. With reference-dependent preferences, economically disappointed voters become
risk lovers, and are hence attracted by the more risky candidate. Survey data from the German Socio-Economic
Panel are consistent with our assumptions and theoretical predictions on voters’ behaviour.

The party systems of several Western democracies have been transformed by the rise of populism.
Mainstream centrist and social democratic parties have lost support, while new populist politicians
have gained popularity and in some countries they have shaped government policy. Several
empirical papers have shown that this transformation is associated with adverse economic shocks
and economic insecurity. Survey evidence shows that individuals who feel economically insecure
or fear a loss of social status are more likely to vote for populist parties (Gidron and Hall, 2017;
Guiso et al.,2017; Dal Bo et al., 2018). Communities that have suffered large employment losses
due to import competition from China support populist parties and have become more polarised
(Colantone and Stanig, 2018; Autor et al., 2020). These recent phenomena are also consistent
with historical evidence showing that large recessions induced by financial crisis are associated
with increased polarisation and a shift towards new radical right-wing parties (Mian et al., 2014;
Funke et al., 2016).

This association between populism and economic adversity is puzzling, because several pop-
ulist parties or politicians support right-wing policy platforms of tax cuts and welfare state
retrenchments that benefit the rich, but seem to run counter to the interests of the weak-
est segments of society. And yet, populist parties have gained vote shares irrespective of
their stance on redistribution. Why is this happening, and what are the implications of these
phenomena?

In this paper we answer these questions by taking the insights of reference-dependent prefer-
ences to political economics, that is, we assume that voters evaluate economic outcomes relative
to a reference point. This enables us to formalise the idea that populist politicians draw support
from disappointed voters. In our setting, disappointment is induced by having actual income
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below one’s reference point, and disappointment makes voters more willing to take risks.! A
feature of the new populist politicians is that they are more risky than their mainstream counter-
parts. This is not just because they are new and untested. Populist politicians often reject external
constraints and checks and balances limiting government discretion (Rode and Revuelta, 2015;
Mueller, 2017), and support more radical and unconventional policies.> This intrinsic riskiness
makes populist politicians particularly attractive to disappointed voters, who have already lost
of a lot relative to their expectations and therefore attach a large value to the chance of getting
back towards their reference point. For the same reason, instead, they are opposed by voters
whose income is close to what they expected, and who are particularly fearful of risk because
of their loss aversion. Negative aggregate shocks have the effect of inducing disappointment
among some voters and therefore make more appealing the vote for risky parties and risky
candidates.

The idea that populist politicians are attractive to some voters also because they are risky is
supported by survey evidence. Exploiting data from the German Socio-Economic Panel, we show
that individuals who become highly disappointed with their economic situation also become risk
lovers and tend to switch towards populist and radical parties.

Our paper is related to a rapidly growing literature on populism, recently reviewed by
Guriev and Papaioannou (2022)—see also Levy et al. (2022). This literature also seeks to
explain why economic distress is associated with support for populist parties, and why voters
hurt by adverse economic shocks support right-wing policy platforms. A common explanation
is that voters care about a second policy dimension, such as cultural issues or immigration
policy (e.g., Huber, 2017; Norris and Inglehart, 2019; Bonomi et al., 2021). They are thus pre-
pared to accept less redistribution, in order to get the cultural or immigration policy that they
prefer. Closer to this paper, Ali et al. (2023) showed that, in survey data, negative emotions
and life dissatisfaction are correlated with voting for populist candidates during the 2016 US
elections.

Since the seminal work of Kahneman and Tversky (1979), a very large literature has explored
the insights of prospect theory in a variety of economic settings (see the survey by Barberis,
2013). Quattrone and Tversky (1988) provided experimental evidence that prospect theory may
also explain voters’ behaviour. Among other observations, they (informally) pointed out that
adverse economic circumstances may induce voters to seek political risks, and this may benefit
lesser-known challengers and hurt mainstream incumbents. We are not aware of any paper

! We follow the tradition of Bell (1985) and Loomes and Sugden (1986), who modelled disappointment using the
framework of reference-dependent preferences, later developed by Koszegi and Rabin (2006). They assumed that agents
encode outcomes as gains and losses relative to a reference point x and evaluated consumption using an additive separable
utility of the form u(c) + u(u(c) — u(x)), where u(c) is interpreted as the ‘intrinsic utility’ of consumption and © as a
‘universal gain-loss utility function’. Reference-dependent preferences also build on Kahneman and Tversky’s prospect
theory in that they assumed that function p displays both loss aversion and diminishing sensitivity (see below for details).
Koszegi and Rabin however abstracted from ‘probability weighting’, a key ingredient of prospect theory that developed
independently from the reference-dependence component over the years (for a recent survey on reference-dependent
preferences and their relationship to prospect theory, see O’Donoghue and Sprenger, 2018).

2 In emerging countries, populist governments often enacted overly expansionary macroeconomic policies that ul-
timately led to a balance-of-payments crisis and economic collapse (Dornbusch and Edwards, 1991; Edwards, 2019;
Herrera et al., 2019). Only a few Western democracies have had populist governments, but in Italy the uncertainty asso-
ciated with the rise of populist parties was reflected in credit default swaps (Balduzzi et al., 2020) and in comments in the
press: ‘Italy is on the brink of installing the most unconventional, inexperienced government to rule a western European
democracy since the EU’s founding Treaty of Rome in 1957° (Financial Times, 2018). ‘By abandoning traditional parties,
unable to meet its needs, Southern Italy has declared its willingness to experiment something that it is not known yet and
that could be better than the status quo. The opposite of risk aversion’ (Drago and Reichlin, 2018).
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that formally explores the implications of this idea in a setting of electoral competition, where
candidates differ in their intrinsic risk profiles.?

Some recent papers have studied the implications of reference-dependent preferences for
political behaviour. Lockwood and Rockey (2015) and Alesina and Passarelli (2019) studied
electoral competition when voters are loss averse. Passarelli and Tabellini (2017) studied political
protests in a setting where citizens become angry if they feel that they are treated unfairly relative
to their (endogenous) reference point. Besley and Persson (2019) and Grillo and Prato (2023)
assumed that endogenous political institutions shape citizens’ reference points, and showed how
this in turn affects political incentives to strategically manipulate institutions. Binzel and Carvalho
(2016) showed that economic disappointment (modelled as reference dependence) has led to an
Islamic revival in Egypt. None of these papers considers attitudes towards risk.

Reference-dependent preferences in choices under uncertainty have been studied in several
economic applications, following the seminal work of Koszegi and Rabin (2006; 2007). Our
model of voters’ behaviour uses a similar approach, although rational and self-fulfilling expecta-
tions do not play a central role in our static setting.

A large empirical literature has studied the determinants of attitudes towards risk, using survey
or experimental evidence (see, for instance, Dohmen er al., 2011). This literature often finds
that risk aversion tends to increase during economic downturns, but there is also evidence that
becoming unemployed is associated with increased preference for risk (Dohmen et al., 2016).

The outline of the paper is as follows. In Section 1 we study the German Socio-Economic
Panel. Section 2 lays out the theoretical model of reference-dependent preferences in a political
setting. Section 3 discusses electoral competition over redistributive taxation.

1. Empirical Motivation

In this section we provide evidence that economically very disappointed and highly risk-loving
voters are more likely to vote for a populist politician. The Online Appendix provides summary
statistics and more precise definitions.

1.1. Data

The data come from the core sample of individuals above eighteen years of age in the German
Socio-Economic Panel (SOEP) for the period 2008 to 2016.

Our dependent variable of interest is the dummy variable populist that equals 1 if the respondent
leans towards a populist party, and 0 otherwise—individuals who do not lean towards any party
(about half of the sample) are coded as 0. Following von Beyme (1988) and Inglehart and
Norris (2016), we classify as populist the following parties: Alternative fur Deutschland (AfD),
Piratenpartei, and the coalition of NPD, DVU, die Republikaner and die Rechte.

3 An older literature discusses under what conditions candidates have an incentive to announce risky policy platforms.
In particular, Shepsle (1972) pointed out that, if voters are risk loving then office-seeking candidates have an incentive to
randomise over extreme policy positions. Alesina and Cukierman (1990) and Aragones and Neeman (2000) showed that,
if candidates have partisan policy preferences then they find it optimal to announce ambiguous policy positions, even
if voters are risk averse and dislike ambiguity, because this increases their degrees of freedom over subsequent policy
choices. More recently, Karakas and Mitra (2020) have studied electoral competition between an ‘establishment’ and an
‘outsider’ candidate that differ in their willingness to change the status quo, but voters’ risk preferences do not play a
role in their analysis.
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To capture whether a respondent is above or below his/her reference point, we measure dissat-
isfaction with household income: the variable income dissatisfaction ranges from 0 (completely
satisfied) to 10 (completely dissatisfied). As discussed below, the theory predicts a non-monotonic
effect of disappointment: mildly disappointed individuals who are close to their reference point
are risk averse, due to loss aversion, while very dissatisfied individuals are risk loving. We thus
define a dummy variable extreme income dissatisfaction that equals 1 if income dissatisfaction
is equal to or above 7.

As a measure of risk attitudes, we use the question concerning self-reported risk aversion,
namely, ‘Are you generally a person who is fully prepared to take risks or do you try to avoid
taking risks? Please tick a box on the scale, where the value 0 means: “unwilling to take risks”
and the value 10 means: “fully prepared to take risk”’. We call this variable risk_love. Here too,
to account for possible non-linearities in the data and isolate individuals with a high propensity
to take risks, we also define the variable extreme risk love, a dummy variable that takes value of
1 if risk love is strictly above 8.4

We also control for household income (in logs), being male, two dummy variables for age class
(under twenty-eight and over forty-five years of age, baseline is 28—45), two dummy variables for
having reached lower-secondary school and tertiary education as the maximum level of education
(the baseline is having completed upper secondary, the median level of education in Germany),
dummy variables for being unemployed, being out of the labour force and being a first- and
a second-generation immigrant, and a dummy variable that equals 1 if the respondent was a
resident of East Germany before 1990 or, if born after 1989, if the respondent was a resident of
East Germany in the year of the survey.

1.2. Results

1.2.1. Risk loving and support for populism

We start by asking how risk attitudes correlate with support for populist parties. Table 1 reports
the estimates of conditional logit regressions where the dependent variable is leaning towards
a populist party (populist), and the variable of interest is our measures of risk preferences.
Throughout, we include year fixed effects. SEs are always clustered by individual. Average
marginal effects are reported in square brackets.

Columns (1)—(4) are estimated on pooled data (over individuals and years) without individual
fixed effects. Column (1) illustrates a positive correlation between being risk loving and leaning
towards a populist party. The correlation is even stronger for individuals who are extremely
risk loving (column (2)). Controlling for individual features dampens the correlation with risk
loving, but the estimated coefficient on extreme risk love increases further and remains highly
significant (columns (3) and (4)). In the specification of column (4), on average, extreme risk
lovers are 0.6 percentage points more likely to lean towards a populist parties (on top of the
positive effect associated with being risk loving). Recalling that populist supporters are only
about 1% of this sample on average, this is a large effect. Note that higher income is associated
with not leaning towards populism, while being unemployed has a positive association with
populism.

Columns (5) and (6) add individual fixed effects, and hence come closer to estimating a causal
effect of attitudes towards risk on populist sympathies. Although the estimated coefficient on

4 Results are similar if the thresholds defining extreme dissatisfaction and extreme risk loving are higher.
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Table 1. Risk Love and Populism.

Populist dummy

Dep. var. 1 2) 3) 4) (5) 6)
Risk love 0.1170%** 0.0896*** 0.0553%** 0.0253* —0.0218 —0.0213
(0.013) (0.013) (0.014) (0.014) (0.021) (0.022)
[0.0013] [0.0010] [0.0006] [0.0003] [—0.0039] [—0.0041]
Extreme risk love 0.4807*** 0.544 5%+ 0.3219** 0.3327**
(0.100) (0.107) (0.152) (0.154)
[0.0055] [0.0061] [0.0570] [0.0633]
Unemployed 0.3844% 0.3703*** —0.0579
(0.098) (0.098) (0.157)
[0.0043] [0.0041] [—0.0110]
Income —0.2655%** —0.2568*** —0.1765
(0.051) (0.051) (0.119)
[—0.0030] [—0.0029] [—0.0336]
Observations 206,783 206,783 197,164 197,164 7,728 7,529
Controls No No Yes Yes No No
Individual FEs No No No No Yes Yes

Notes: ** p < .01, p < .05,* p < .1. The p-values refer to estimated coefficients, and sometimes they differ from
the p-values of the estimated marginal effects. SEs reported in parentheses are clustered at the individual level; marginal
effects are reported in square brackets. Year fixed effects are included in all columns. Individual controls (where included)
are dummy variables for gender, age group, immigrant status, education level, East Germany and being out of the labour
force. Estimation is by a logit regression in columns (1)—(4) and by a conditional logit regression in columns (5) and (6).
Source: SOEP.

risk love is no longer statistically different from O, the estimated coefficient on the dummy
variable extreme risk love remains positive and significant, and not much smaller than in the
pooled regressions. The average marginal effect rises by an order of magnitude. According to the
specification in column (6), on average, becoming extremely risk loving increases the probability
of leaning towards a populist party by over 6 percentage points (gross of the negative, but an
insignificant effect associated with risk loving).’

1.2.2. Income dissatisfaction and support for populism

According to reference-dependent preferences, being risk loving is triggered by income falling
sufficiently below a reference point—e.g., Koszegi and Rabin (2009) and Pagel (2017). We do not
observe the reference point, but we can use the question on income dissatisfaction as a measure
of economic disappointment.

We first estimate a semi-reduced form, and ask whether support for populism is associated
with income dissatisfaction and extreme income dissatisfaction. The estimates are displayed
in Table 2, columns (1)—(4). In column (1) we do not include individual fixed effects. More
dissatisfied individuals are more likely to lean towards populist parties, and the two income
dissatisfaction variables absorb the effect of the two economic variables (unemployment and
income) that, unlike in Table 1, are no longer statistically significant. In column (2) we add

5 The average marginal effect is estimated conditional on the individual fixed effect being 0, i.e., for individuals who
on average do not lean towards populism. Note that the sample size is much smaller when individual fixed effects are
included, and this is responsible for the changes in the estimated coefficients. Estimating the pooled regressions (without
individual fixed effects) on the smaller sample also yields large average marginal effects on extreme risk love, and similar
estimated coefficients to those reported in columns (5) and (6), when fixed effects are included (results available upon
request). This remark also applies to the regressions reported below.

© The Author(s) 2024.
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Table 2. Income Dissatisfaction and Populism.

Populist dummy Extreme risk love
Dep. var. (1 2) 3) 4) (5) (6)
Income 0.0804*** —0.0116 0.0857*** 0.0005 —0.0820*** —0.0535%**
Dissatisfaction (0.020) (0.028) (0.020) (0.029) (0.012) (0.014)
[0.0009] [—0.0023] [0.0010] [0.0001] [—0.0027] [—0.0075]
Extreme income 0.4178*** 0.3699** 0.3947+* 0.3404** 0.7961*** 0.3418%*
Dissatisfaction (0.102) (0.149) (0.103) (0.151) (0.062) (0.082)
[0.0046] [0.0742] [0.0044] [0.0672] [0.0262] [0.0480]
Risk love 0.0271* —0.0213
(0.014) (0.022)
[0.0003] [—0.0042]
Extreme risk love 0.4900** 0.3126**
(0.110) (0.157)
[0.0055] [0.0617]
Unemployed 0.1475 —0.0380 0.1375 —0.0910 0.2661*** —0.0040
(0.100) (0.160) (0.102) (0.163) (0.059) (0.086)
[0.0016] [—0.0076] [0.0015] [—0.0180] [0.0087] [—0.0006]
Income —0.0828 —0.1556 —0.0673 —0.1637 —0.1300*** —0.1008
(0.054) (0.119) (0.055) (0.120) (0.034) (0.062)
[—0.0009] [—0.0312] [—0.0008] [—0.0323] [—0.0043] [—0.0141]
Observations 194,482 7,389 189,226 7,205 196,200 19,605
Controls Yes No Yes No Yes No
Individual FEs No Yes No Yes No Yes

Notes: ** p < .01, p < .05,* p < .1. The p-values refer to estimated coefficients, and sometimes they differ from
the p-values of the estimated marginal effects. SEs reported in parentheses are clustered at the individual level; marginal
effects are reported in square brackets. The dependent variable is voting for a populist party in columns (1)—(4) and being
an extreme risk lover in columns (5) and (6). Year fixed effects are included in all columns. Individual controls (where
included) are dummy variables for gender, age group, immigrant status, education level, East Germany and being out of
the labour force. Estimation is by a logit regression in columns (1), (3) and (5), and by a conditional logit regression in
the remaining columns.

Source: SOEP.

individual fixed effects. Being extremely dissatisfied remains highly significant, and the marginal
effect is large: becoming extremely dissatisfied increases the probability of support for populism
by over 7 percentage points. Income dissatisfaction on its own is no longer statistically significant.
Note that, since we are controlling for being extremely dissatisfied, the estimated coefficient on
income dissatisfaction captures the effect of being only moderately dissatisfied or being satisfied.
Hence, the expected coefficient on this variable is indeed O or even negative, since individuals
close to their reference are predicted to be loss averse.

In columns (3) and (4) we add the two indicators of risk loving to the right-hand side, with
and without individual fixed effects. Both extreme income dissatisfaction and extreme risk love
remain statistically significant, although with smaller coefficients than when they are entered in
isolation (compare columns (2) and (4) in Table 2, and column (4) of Table 2 with column (6) of
Table 1). This suggests that becoming very dissatisfied has a direct association with support for
populism, besides the possible induced effect on risk attitudes.

Last, we ask whether extreme income dissatisfaction is associated with being risk loving, as
predicted by prospect theory. The answer is provided by columns (5) and (6) of Table 2, where
the dependent variable is being extremely risk loving. The relationship between extreme risk

© The Author(s) 2024.
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love and income dissatisfaction is non-monotonic, as expected, both with and without individual
fixed effects. Extreme risk lovers are either individuals who are more satisfied with their income
and for which the dummy variable for being extremely dissatisfied is O, or individuals who
are extremely dissatisfied. In particular, the estimates with individual fixed effects suggest that
becoming extremely dissatisfied increases the probability of becoming an extreme risk lover
by almost 5 percentage points. This non-monotonic relationship between income satisfaction
and risk preferences is consistent with the notion of reference-dependent preferences illustrated
below, that being far below versus close to (or above) one’s reference point has opposite effects
on risk preferences.

In the Online Appendix we also consider the effects of large negative income shocks (relative
to a three-year moving average of past household income). The results are qualitatively as
expected, namely, a large income loss is correlated with the respondent becoming more likely
to lean towards a populist party, becoming a more extreme risk lover and more dissatisfied with
his/her household income. The magnitude of these correlations with income losses is rather small,
however. The Online Appendix also shows that, once individual fixed effects are included, the
pattern of missing observations is uncorrelated with the treatment variables of interest, suggesting
that our results are not driven by non-responses.

All in all, these empirical findings suggest that risk attitudes play a relevant role in explaining
support for populism, and that large economic disappointment can induce support for populist
and radical parties by inducing a preference for political risk.

2. Voting over Safe and Risky Candidates

In this section we show that large economic downturns create economic uncertainty through
the political system. We consider voters with reference-dependent preferences who vote over
two possible candidates, a moderate and a populist. The moderate is safe (i.e., it entails no
uncertainty), while the populist is risky and less efficient than the populist. We model this with
the assumption that, when the populist is in office, each voter has a stochastic income with a
lower expected value compared to his certain income when the moderate is in office.

This can be interpreted as saying that (i) parties cannot make binding policy promises ahead of
the election, so that expected future policies and aggregate outcomes reflect the intrinsic features
of their candidates, and (ii) parties have limited choices of which candidates to field. In particular,
the populist party, being anti-establishment and more radical, attracts candidates that are likely
to enact more risky and, on average, less efficient policies, compared to the moderate candidate,
or to react to future shocks in more unpredictable ways (e.g., by abandoning the euro, or by
trying untested and unconventional policies). Similarly, the moderate party cannot attract very
unpredictable candidates. These restrictions on candidate choices could reflect the ideology of
party insiders, or of the core voters who participate in primary elections. Although we do not
model the entry or the choice of candidates, the evidence suggests that candidates of populist
parties are drawn from a distribution of more inexperienced citizens that are negatively selected
in their valence traits— e.g., Dal Bo et al. (2018).

If voters have standard preferences, they would all be in favour of the moderate candidate.
This is no longer true with reference-dependent preferences. Voters whose income is much below
their reference point become risk lovers. For them, the risk associated to the populist candidate
may be appealing and they may vote for him, provided that the difference in efficiency is not too
large. We characterise who benefits from and who is most opposed to economic uncertainty: the
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very disappointed voters are the beneficiaries, the mildly disappointed (or close to disappointed)
are the most opposed, while the very well off (relative to their expectations) are mildly opposed.
Although the relative preferences of voters between the two parties are non-monotone, we show
that this simple model enjoys a single crossing property. If the median voter is sufficiently
disappointed, the populist can prevail in the elections.

2.1. Model

2.1.1. Voters

There is a continuum of voters who differ in two dimensions. First, they differ in their income
0 > 0. Second, they have reference-dependent preferences, and they differ in their reference
point x € [Xin, Xmax]- Each voter is hence identified by the pair (6, x). Voters’ preferences are
represented by the expected utility function®

U(F,, x) = E[c + u(c — x)],

where ¢ is consumption with a given distribution F, described below, and p(-) is a negative-valued,
increasing and convex function that penalises the voter whenever ¢ < x.
Let d = ¢ — x. We summarise our assumptions on (. below.

ASSUMPTION 1. Function u is continuous over the whole domain, with u(d) = 0 for all
d > 0. Moreover, for d < 0, p is at least differentiable three times with the following properties:

(i) mw(d) <0;
(i) p'(d) > 0;
(i) n'(d) > 0;
@iv) u"(d) <0;
(v) for d =0, n admits left derivatives at least till the third degree u" (0), n =1, 2, 3, which
are compatible with the natural extensions of (ii)—(iv).”

Conditions (i)—(iii) are standard in models of reference-dependent preferences (e.g., Koszegi
and Rabin, 2006). Assumption 1(iv) is less standard and plays an important role in our results.
In essence, a negative third derivative (i.e., a concave first derivative) is equivalent to having
preferences for moving risk from high- to low-income levels. This assumption hence implies that
more disappointed agents are more likely to prefer a more risky distribution of consumption.®

2.1.2. Candidates
There are two candidates. For a voter with income 6, the moderate (M) candidate offers the
status quo, namely, income 6. The populist candidate (P) is instead more risky and inefficient.

% With an abuse of notation, we denote by ¢ both the random variable and a particular realisation of it.

7 As an example, consider the cubic polynomial form for p and consider non-negative consumption. For ¢ > x,
n(c —x)=0,whileforc —x <0,c >0, u(c —x) = a(c—x)+b(c—x)2/2+q(c—x)3/3witha >0,b>0,g <0
anda — bx 4+ gx% > 0. Note that £(0) = Oand, for0 < ¢ < x, 1/ (c —x) = a 4+ b(c — x) + g(c — x)* > 0, )"(c — x) =
b+2g(c —x) > 0and ' (c — x) = 2q < 0. The slope of u is maximal at ¢ = x where it takes the value of a and it
decreases to a — bx + x> for ¢ = 0.

8 Consider indeed the difference between the expected value of 1 of a zero-mean gamble and the no gamble value
evaluated with p ata givent, i.e., E[u(t + n)] — (), where n is a zero-mean random variable (mean-preserving spread).
If we differentiate the previous expression with respect to ¢, we get E[u/(r + 1)] < u/(1),where the inequality comes
from Jensen’s inequality and our assumption of a concave first derivative. This means—as claimed—that the (positive)
gap between the expected gain of a zero-mean gamble and the no gamble situation decreases with 7.
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For an agent who would have income 6 with the moderate, the populist generates income
0 — z +n, where z > 0 and 7 is a random variable distributed over [—¢, €] with density & so
that E(n) = f _tf nh(n)dn = 0. The populist is therefore riskier than the moderate (because of the
presence of the random shock 7) and less efficient. Parameter z is a measure of the inefficiency of
the populist compared to the moderate. We assume that ¢ > z so that, with some probability, the
populist can generate a higher income than the moderate for all voters. Note that the difference
between the populist and moderate candidates only concerns aggregate outcomes and it is the
same for all voters—although, as shown below, different voters have different evaluations of
these intrinsic features of candidates.

2.1.3. Timing of events

Agents of type (x, 0) start with reference point x and known income 6. Then elections are held
and the winner is elected. If the populist candidate wins, income shocks are realised and agents
consume. Hence, if the moderate wins, agent with income 6 and reference point x consumes
cp(0) = 6 and enjoys utility

wy0,x) =0+ u@ — x).

If instead the populist is elected, the same agent has an expected consumption equal to E(cp(0)) =
6 — z and enjoys an expected utility

&

wp@,x) =0 — 7+ / w(® —z+n—x)h(n)dn.

—&

2.1.4. Non-monotone support with single crossing

Thanks to the linearity of the baseline preferences, for each given z, the difference in expected
utilities between the two candidates for voter of type (6, x) is a function of the difference 6 — x
alone, namely,

&

wyu@,x) —wp@,x) =A@ —x)=z+ n@ —x) —/ w® —x —z 4+ nh(n)dn.

—&
We show next that the functions w p and w, satisfy a single crossing property. We start with a
lemma. Consider a given z, and lett := 6 — x.

LEMMA 1. Under Assumption 1,

(i) fort > 0, A(-) is strictly positive and (weakly) decreasing,
(i) fort <0, A(-) is a strictly increasing function.

For t > 0, A(t) is positive for two reasons: first of all we have z > 0; in addition, only
under P the voters might suffer (with positive probability) loss aversion. In this region, A(-)
decreases with ¢ since the larger ¢ is, the lower the probability of suffering loss aversion. For
t <0, A() is increasing again for two reasons. First of all Assumption 1(iv) guarantees that
the less disappointed the voter is, the less s/he seeks the risk of P. In addition, while under
M, the voters suffer loss aversion, under P, the voter might avoid it with positive probability,
and the closer the voter gets to the reference point, the higher the probability of avoiding loss
aversion.

Lemma 1 formalises an important property of our framework. The lemma immediately implies
that A is maximal at # = 0, that is, the voters who most prefer the moderate candidate are those
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wy wp

Fig. 1. An Example of the Single Crossing in the Space of t := 60 — x.

with 6 = x, while at the inferior extreme of the support we have those most opposed to M. This
feature of the model is consistent with the empirical evidence in Table 2.
Lemma 1 has another interesting implication, which is stated in the next proposition.

PROPOSITION 1. Assume that Assumption 1 holds. For each given x, w (-, x) and w p(-, x)
can cross at most once, at an income level 6(x) < x.

As is clear from Figure 1 (and Lemma 1), what matters is not the value of income 6 per se, but
its relation with the reference point x. Specifically, the threshold income #(x) in the proposition
solves O(x) = 7 + x where, A(f) = 0in Lemma 1. Voters with income 6 > 6(x) prefer candidate
M, while those with income 6 < (x) prefer candidate P. An example of the (single) crossing
of the two curves is given in Figure 1, where we indicate with 7 the value at which the crossing
occurs (assuming that it exists; otherwise, the moderate gets 100% of votes because of his superior
efficiency).

Finally, who wins the election? Since we have single crossing at level 7, candidate M wins if
the median level of ¢ exceeds 7, while candidate P wins in the opposite case.

2.1.5. Effect of income shocks
Clearly, the same distribution of reference points can lead to different political outcomes for
different distributions of income. In particular, large economic downturns may produce a political
demand for risky policy choices. If the downturn is deep enough, so that the fraction of agents
below 7 increases, the vote share of the populist candidate increases.

Recall that, by Assumption 1, the more disappointed an agent is—i.e., the farther left he is
from the reference point—the more he benefits from policy uncertainty.
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Let g be the joint density of voters’ types in the population, with g(6, x) = g(6|x)€(x), where
£ represents the marginal of x. For each s, let G(s|x) := foy g(0|x)d6 be the cumulative income
distribution among agents with reference point x. Consider the case where a negative aggregate
shock moves the income distribution from G to G.

PROPOSITION 2. Suppose that, for each x € [Xpin, Xmax], we have G(0|x) > G(0|x) for all
0 < x. Then the vote share of the populist candidate is higher under G than under G.

The assumption in Proposition 2 is quite intuitive: it can be seen as a non-parametric version of
anegative aggregate shock that generates a downward shift of the income distribution. A sufficient
condition for the required shift is that G(-|x) first-order stochastically dominates G(-|x) for each
x. Note however that not all economic downturns are captured by a downward shift in the income
distribution conditional on the reference point.’

The assumption allows for income shocks to be accompanied by a downwards shift in the
distribution of the reference points, as individuals adjust their reference point in the same direction
as their actual income, but this must be less than the downward shift in the income distribution.

3. Political Competition over Taxes

In this section we discuss how our model can be extended to analyse the choice of a redistributive
tax policy in the course of electoral competition. We have argued that reference-dependent
preferences can explain the growing shares of votes for populist parties witnessed in recent years,
as disappointed voters may see the riskiness of populism as a desirable feature. An important
question concerns the policies chosen by different parties to counter or mitigate the adverse
effects of those shocks. A central variable in this context is redistributive taxation. Who will
place greater emphasis on redistribution, the populist or the moderate candidate?

Suppose that lower-income individuals are more disappointed (or more likely to be disap-
pointed). We can show that political equilibria can take two forms.!” One possibility is an
equilibrium with policy convergence, where both parties compete for the same marginal voter
and choose the same tax policy. But a second possibility is that the equilibrium displays policy
divergence. The populist candidate runs on a policy platform of lower redistribution, compared
to the moderate candidate, and is supported by a coalition of rich voters and of poorer and very
disappointed voters.

Equilibrium policy divergence is driven by the fact that the populist candidate has a stronger
incentive to cut taxes compared to his moderate opponent. This incentive is fundamentally linked
to the intrinsic riskiness associated with the populist candidate.

A lower tax rate, by making poor voters worse off, also increases their disappointment, and
this makes them lean towards the more risky candidate. Hence, poor voters do not punish the
populist candidate for a tax cut by as much as they would punish the safe candidate for the same
reduction of the tax rate. Conversely, the moderate candidate stands to gain more support among
poor, disappointed voters when advocating a higher tax rate.

91t is easy to see from the proof that, in fact, a weaker sufficient condition is the first-order shift to
be true on ‘average’. That is, Proposition 2 holds whenever the ‘average’ distribution function Q, defined as
Q) := f;]::‘ G(0]x)(x)dx for all 0, first-order stochastically dominates its counterpart Q.

10 This result has been shown for the case where all agents have the same reference point or x increases deterministically
with 6 as long as disappointment is decreasing with net income. A more complete analysis is contained in our companion
paper (Panunzi et al., 2023).
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Formally, consider a voter whose consumption c¢ is below his reference point x. Then, his
utility under the moderate is wy(c, x) = ¢ + u(c — x). The derivative with respect to ¢ is
dwy/dc =1+ p/(c — x). Under the populist, for the same level of expected consumption,
his expected utility is w,(c, x) = ¢ + E[u(c — x)]. Therefore, the derivative with respect to c is
dwp/dc =14 E[u'(c — x)]. Note that dwy,/dc — dwp/dc = /(¢ —x) —E[u'(c — x)] > 0,
given our assumption about the third derivative of y.'! That is, the same increase in income (and
consumption) has a greater impact on the utility of a disappointed voter if it is implemented by
the moderate candidate. This in turn implies that the moderate candidate has more to gain by
promising policies that benefit disappointed voters, compared to the populist candidate, because
mitigating voter disappointment reduces the attractiveness of the more risky populist candidate.
This effect is absent if voters are not disappointed.

Consider a policy that redistributes income from rich to poor voters. Suppose that, as plausible,
richer voters are not disappointed (i.e., they consume above their reference point), while poor
voters are below their reference point. By the argument above, such a policy mitigates the
disappointment of poor voters, making them less attracted to the populist candidate, with no
offsetting effect on the disappointment of rich voters. Thus, the moderate candidate has more
to gain, compared to the populist, by promising such a redistributive policy. In a follow-up
paper (Panunzi et al., 2023), we show that this effect may induce divergence in equilibrium
policy platforms: in such an equilibrium, the moderate candidate promises a higher level of
redistributive taxation, compared to the populist candidate. As a result, the populist candidate is
supported by a coalition of very rich and non-disappointed voters (attracted by the lower taxes)
and of poor and very disappointed voters (attracted by the populist intrinsic riskiness).

Whether the equilibrium featuring divergent tax rates materialises or not hinges on the dis-
tribution of voters’ wealth. This equilibrium is contingent on the moderate candidate’s ability
to attract mildly disappointed voters who favour redistribution and strongly oppose the populist
candidate due to their loss aversion, as well as on the populist candidate’s capacity to attract the
rich voters, even at the expense of losing some support from impoverished voters. In essence,
the higher local marginal incentives for the populist candidate to advocate for a lower level of
redistribution must align with global conditions concerning the distribution of voters’ wealth for
divergence of tax rates to occur in equilibrium.

Appendix A. Proofs

Proof of Lemma 1.
We take the derivative of A(-) with respect to its argument in different points. Even though some
points are not differentiable, the function is continuous as a difference of continuous functions,
so the finitely many points of non-differentiability have zero effect on the level of A.

Consider first the range where r > 0. In this case, A(?) is strictly positive over the whole range.
In fact, for this range, u(¢) = 0, and hence

&€
A=z~ [ utt—z+mhondy > 0
as /1(-) < 0. Also, for —¢ > z — 1, A(t) = z, whereas for —e <z —1t, A() =z — [~ u(t —
z 4+ n)h(n)dn > 0, which is decreasing in ¢ as u’ > 0 and u(0) = 0.

1 By the convexity of s, this conclusion is reinforced by the fact that, under the populist candidate, expected
consumption is reduced by z.
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We now consider the range where ¢ < 0. We show that A(-) always increases in this range.
Note first that, for r < z — ¢, all arguments in p are negative. This implies that

& &

wa—z+nmanzu%»—/ Wt + mh(ndn = 0.

—&

yo=ww- [
—&
The first inequality is implied by the convexity of u (increasing first derivative; Assumption
1(iii)) and z > 0. The second inequality is a consequence of Jensen’s inequality and Assumption
1(iv) (the function pu has concave first derivative). Obviously, when u is strictly concave, the
second inequality will be strict and hence A will be strictly increasing in this range. Finally,
consider the range z — ¢ < ¢ < 0. In this range, we have

z—t

A1) =z 4 (1) — / w(t =z + mh(ndn,

—&
and hence

z—t

A=) - / Wt =z +mh(ndn

—&

z—t &

> () — / Wt —z 4 mh(ndn — f h(mdnu’_(0),
—& z—t

where we have used the fact that «(0) = 0. The inequality is immediate given u’ (0) > 0 and

& > z — t. Furthermore, if we consider any convex and continuous extension of 1, it must be that

w (0) < w'(t —z+n) forn € (z —t, &) (consider the linear extension for example). Taking an

extension that satisfies Assumption 1(iv) as well, we hence have

&

A1) = 1/ (1) —/ Wt —z+mh(dn —/ K_(O)h(ndn

—& 4

z—t

> (1) — / Wt —z+ nh(ndn

&

> 0,

where the last inequality is implied the Jensen’s inequality and by Assumption 1(iii) (convex ).
Again, if Assumption 1(iii) is strict, we have strictly decreasing A(-) in this range as well.  [J

Proof of Proposition 1.
It is immediate from Lemma 1. Note that 9(x) < x, that is, 7 < 0. This is so since, for t > 0 in
Lemma 1, we have A(z) > 0. ]

Proof of Proposition 2.
Le

t
Xpax  LIHX Xpax  LIFX Xmax
P(@) := / / g0, x)dbdx = / / 2(0]x)dbL(x)dx = / G(f + x|x)(x)dx,
X, 0 X 0 X,

min min min

be the support to the populist under G. Similarly, P(7) = fx)f:”: G(f + x|x)¢(x)dx. Now recall
that 7 < 0. We hence have P(f) > P(%) since, by assumption, G(f + x|x) < G(t + x|x) for all x
andr + x < x. O

© The Author(s) 2024.

9202 1890100 Z0 UO 1SN U000y BISISAIUN Aq $8Z#89///70E/E99/HE L/SIoIE/fo/w00 dNo™dlWapEd. WO} PAPEO|UMOQ



3060 THE ECONOMIC JOURNAL [OCTOBER

Bocconi University, IGIER, Italy, CEPR, UK & ECGI, Belgium
Bocconi University, IGIER, Italy
Bocconi University, IGIER, Italy, CEPR, UK & CESIfo, Germany

Additional Supporting Information may be found in the online version of this article:

Online Appendix
Replication Package

References

Alesina, A. and Cukierman, A. (1990). ‘The politics of ambiguity’, Quarterly Journal of Economics, vol. 105(4), pp.
829-50.

Alesina, A. and Passarelli, F. (2019). ‘Loss aversion in politics’, American Journal of Political Science, vol. 63(4), pp.
936-47.

Ali, O., Desmet, K. and Wacziarg, R. (2023). ‘Does anger drive populism?’, Working Paper 31383, National Bureau of
Economic Research.

Aragones, E. and Neeman, Z. (2000). ‘Strategic ambiguity in electoral competition’, Journal of Theoretical Politics, vol.
12(2), 183-204.

Autor, D., Dorn, D., Hanson, G. and Majlesi, K. (2020). ‘Importing political polarization? The electoral consequences
of rising trade exposure’, American Economic Review, vol. 110(10), pp. 3139-83.

Balduzzi, P., Brancati, E., Brianti, M. and Schiantarelli, F. (2020). ‘Populism, political risk and the economy: Lessons
from Italy’, Discussion Paper 12929, Institute of Labor Economics.

Barberis, N.C. (2013). ‘“Thirty years of prospect theory in economics: A review and assessment’, Journal of Economic
Perspectives, vol. 27(1), pp. 173-96.

Bell, D. (1985). ‘Disappointment in decision making under uncertainty’, Operations Research, vol. 33(1), pp. 1-27.

Besley, T. and Persson, T. (2019). ‘Democratic values and institutions’, American Economic Review Insights, vol. 1(1),
pp. 59-76.

Binzel, C. and Carvalho, J.-P. (2016). ‘Education, social mobility and religious movements: The Islamic revival in Egypt’,
EcoNowmic JOURNAL, vol. 127(607), pp. 2553-80.

Bonomi, G., Gennaioli, N. and Tabellini, G. (2021). ‘Identity, beliefs, and political conflict’, Quarterly Journal of
Economics, vol. 136(4), pp. 2371-411.

Colantone, I. and Stanig, P. (2018). ‘The trade origins of economic nationalism: Import competition and voting behaviour
in Western Europe’, American Journal of Political Science, vol. 62(4), pp. 936-53.

Dal Bo, E., Finan, F.,, Folke, O., Persson, T. and Rickne, J. (2018). ‘Economic losers and political winners: Sweden’s
radical right’, Working paper, University of Stockholm.

Dohmen, T., Falk, A., Huffman, D., Sunde, U., Schupp, J. and Wagner, G.G. (2011). ‘Individual risk attitudes: Measure-
ment, determinants, and behavioural consequences’, Journal of the European Economic Association, vol. 9(3), pp.
522-50.

Dohmen, T., Lehmann, H. and Pignatti, N. (2016). ‘Time-varying individual risk attitudes over the Great Recession: A
comparison of Germany and Ukraine’, Journal of Comparative Economics, vol. 44(1), pp. 182-200.

Dornbusch, R. and Edwards, S. (1991). The Macroeconomics of Populism in Latin America, Chicago: University of
Chicago Press.

Drago and Reichlin. (2018). ‘Corriere della Sera’, March 13.

Edwards, S. (2019). ‘On Latin American populism, and its echoes around the world’, Journal of Economic Perspectives,
vol. 33(4), pp. 76-99.

Financial Times. (2018). ‘Rome opens its gates to the modern barbarians’, Financial Times, 14 May.

Funke, M., Schularick, M. and Trebesch, C. (2016). ‘Going to extremes: Politics after financial crises, 1870-2014",
European Economic Review, vol. 88(C), pp. 227-60.

Gidron, N. and Hall, P.A. (2017). ‘“The politics of social status: Economic and cultural roots of the populist right’, British
Journal of Sociology, vol. 68(S1), pp. S57-84.

Grillo, E. and Prato, C. (2023). ‘Reference points and democratic backsliding’, American Journal of Political Science,
vol. 67(1), pp. 71-88.

Guiso, L., Herrera, H., Morelli, M. and Sonno, T. (2017). ‘Demand and supply of populism’, Working Paper 1703,
Einaudi Institute for Economics and Finance (EIEF).

Guriev, S. and Papaioannou, E. (2022). ‘The political economy of populism’, Journal of Economic Literature, vol. 60(3),
pp. 753-832.

Herrera, H., Ordonez, G. and Trebesch, C. (2019). ‘Political booms, financial crises’, Journal of Political Economy, vol.
128(2), pp. 507-43.

© The Author(s) 2024.

9202 1890100 Z0 UO 1SN U000y BISISAIUN Aq $8Z#89///70E/E99/HE L/SIoIE/fo/w00 dNo™dlWapEd. WO} PAPEO|UMOQ



2024] ECONOMIC SHOCKS AND POPULISM 3061

Huber, J. (2017). Exclusion by Elections: Inequality, Ethnic Identity and Democracy, Cambridge: Cambridge University
Press.

Inglehart, R.F. and Norris, P. (2016). ‘Trump, Brexit, and the rise of populism: Economic have-nots and cultural backlash’,
Working Paper RWP16-026, Harvard Kennedy School.

Kahneman, D. and Tversky, A. (1979). ‘Prospect theory: An analysis of decision under risk’, Econometrica, vol. 47(2),
pp. 263-91.

Karakas, L.D. and Mitra, D. (2020). ‘Inequality, redistribution and the rise of outsider candidates’, Working paper, Syra-
cuse University.

Koszegi, B. and Rabin, M. (2006). ‘A model of reference-dependent preferences’, The Quarterly Journal of Economics,
vol. 121(4), pp. 1133-65.

Koszegi, B. and Rabin, M. (2007). ‘Reference-dependent risk attitudes’, American Economic Review, vol. 97(4), pp.
1047-73.

Koszegi, B. and Rabin, M. (2009). ‘Reference-dependent consumption plans’, American Economic Review, vol. 99(3),
pp. 909-36.

Levy, G.,Razin, R. and Young, A. (2022). ‘Misspecified politics and the recurrence of populism’, American Economic Re-
view, vol. 112(3), pp. 928-62.

Lockwood, B. and Rockey, J. (2015). ‘Negative voters: Electoral competition with loss-aversion’, Working Paper
15/15, University of Leicester.

Loomes, G. and Sugden, R. (1986). ‘Disappointment in dynamic consistency choice under uncertainty’, The Review of
Economic Studies, vol. 53(2), pp. 271-82.

Mian, A., Sufi, A. and Trebbi, F. (2014). ‘Resolving debt overhang: Political constraints in the aftermath of financial
crises’, American Economic Journal: Macroeconomics, vol. 6(2), pp. 1-28.

Mueller, J.W. (2017). What is Populism?, UK: Penguin.

Norris, P. and Inglehart, R. (2019). Cultural Blacklash: Trump, Brexit and, Authoritarian Populism, Cambridge: Cam-
bridge University Press.

O’Donoghue, T. and Sprenger, C. (2018). ‘Reference-dependent preferences’, in (B.D. Bernheim, S. DellaVigna and
D. Laibson, eds.), Handbook of Behavioral Economics: Applications and Foundations 1, pp. 1-77, Amsterdam:
North-Holland.

Pagel, M. (2017). ‘Expectations-based reference-dependent life-cycle consumption’, The Review of Economic Studies,
vol. 84(2), pp. 885-934.

Panunzi, F., Pavoni, N. and Tabellini, G. (2023). “The political implications of reference-dependent preferences’, Work-
ing paper, Bocconi University.

Passarelli, F. and Tabellini, G. (2017). ‘Emotions and political unrest’, Journal of Political Economy, vol. 125(3), pp.
903-46.

Quattrone, G.A. and Tversky, A. (1988). ‘Contrasting rational and psychological analyses of political choice’, American
Political Science Review, vol. 82(3), pp. 719-36.

Rode, M. and Revuelta, J. (2015). “The wild bunch! An empirical note on populism and economic institutions’, Economics
of Governance, vol. 16(1), pp. 73-96.

Shepsle, K. (1972). ‘The strategy of ambiguity: Uncertainty and electoral competition’, The American Political Science
Review, vol. 66(2), pp. 555-68.

von Beyme, K. (1988). ‘Right-wing extremism in post-war Europe’, West European Politics, vol. 11(2), pp. 1-18.

© The Author(s) 2024.

The Economic Journal, 134 (October), 3047-3061 https://doi.org/10.1093/ej/ueac042 © The Author(s) 2024. Published by Oxford University Press on behalf of Royal Economic Society. This is
an Open Access article distributed under the terms of the Creative Commons Attribution License (https://creati g/l .0/), which permits unrestricted reuse, distribution,
and reproduction in any medium, provided the original work is properly cited.

Advance Access Publication Date: 28 May 2024

9202 1890100 Z0 UO 1SN U000y BISISAIUN Aq $8Z#89///70E/E99/HE L/SIoIE/fo/w00 dNo™dlWapEd. WO} PAPEO|UMOQ


https://creativecommons.org/licenses/by/4.0/

	1. Empirical Motivation
	2. Voting over Safe and Risky Candidates
	3. Political Competition over Taxes
	Appendix A. Proofs
	References

